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Health Care Industry Developments — 1997/98
Industry and Economic Developments
Executive Summary
• Continued consolidation within the industry and the development of
new economic models raises business, financial, and regulatory issues.
• The federal government’s increased enforcement efforts under anti
fraud and abuse legislation significantly increases the risk of penal
ties to providers.
• Legislative changes have expanded fraud and abuse enforcement
against 501(c)(3) and 501(c)(4) organizations.
• Auditors performing audits of federal awards must be aware of
changes in the requirements for these audits resulting from the 1996
amendments to the Single Audit Act.
Though the pace has dramatically decreased, consolidation con
tinues to be a trend in the health care industry, driven by the need
to be competitive in the managed care market (especially in light
of the move toward risk-sharing arrangements) and the need to
respond to reductions in payment for health care services by re
ducing costs. Hospitals, physicians, and, in some cases, payors
have been developing new economic models designed to align
their interests in a manner consistent with continued quality of
care. These new models often raise business, financial, and regu
latory issues.
D uring this time of significant transition, the federal govern
ment, to an unprecedented extent, has targeted alleged health
care fraud and abuse for investigation and prosecution. The C lin
ton administration has named anti-fraud and abuse efforts as “a
top personal priority” for its second term, and the federal govern
ment has recently reallocated its resources to increase civil and
criminal actions of health care providers. This enforcement initia
tive is likely to continue as long as Medicare spending remains a
substantial part of the federal budget.
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Changes contained in the Health Insurance Portability and Ac
countability Act of 1996 and in the Taxpayer Bill of Rights 2,
passed in 1996, have expanded the statutory basis for enforce
ment action with respect to both fraud and abuse matters and the
private inurement rules applicable to arrangements between orga
nizations exempt under Internal Revenue Code Section 501(c)(3)
or 501(c)(4). Additionally, the Office of the Inspector General
for the Department of Health and Human Services (HHS) has
included in its work plan for fiscal 1997 a number of areas for in
vestigation, including the 72-hour diagnosis-related group
(DRG) program, improper transfers between hospitals, physi
cians at teaching hospitals (PATH), and Operation Restore Trust.
As part of the settlem ents in these investigations, health care
providers are required to set up mandated corporate compliance
plans to address specified issues. In response to this increased ac
tivity by federal agencies, many providers are proactively imple
menting voluntary compliance programs.
In addition to compliance activity, the federal government con
tinues to adapt to the changes in the health care environment by
providing various regulatory and legislative rules revisions. Dur
ing 1996, President Clinton signed into law legislation amending
the Single Audit Act of 1984. Among other things, the 1996
amendments extended the Act’s jurisdiction to not-for-profit hos
pitals and raised the dollar threshold of audit coverage to
$300,000. As a result of these amendments, the U.S. Office of
M anagement and Budget (OMB) Circular A -133 has been re
vised. This is further discussed in this Audit Risk Alert in the dis
cussion entitled “M ajor Changes to Single A udits of Federal
Awards” in the “Regulatory, Legislative, and Other Develop
m ents” section. Additional guidance has been released by the
Governmental Accounting Standards Board (GASB), as well as
the issuance of additional Statem ent on A uditing Standards
(SAS) pronouncements. This guidance is outlined in the discus
sion entitled “New Auditing Pronouncements in the “Audit Is
sues and Developments” section.
These and other developments m ay affect audits of Financial
statements of health care organizations and are discussed in this
Audit Risk Alert.
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Regulatory, Legislative, and Other Developments
Governmental Investigations Relating to Fraud and
Abuse Violations
The federal government and m any states have aggressively in 
creased enforcement efforts under Medicare and M edicaid antifraud and abuse legislation. Broadening regulatory and legal
interpretations coupled with the substantial increase in federal and
state government commitment of enforcement resources have sig
nificantly increased the risk of penalties for providers. Laws ad
dressing false claims for Medicare and M edicaid payments and
applications of the False Claims Act to such claims are exposing
providers to potential civil penalties ranging from $5,000 to
$10,000 per false claim and treble damages. A whistle-blower
statute that rewards private parties for false claim identification
has spurred enforcement activity and increased provider risk. Re
cent broad interpretations of false claims are exposing ordinary
billing mistakes to scrutiny and penalty consideration. D uring
1996 and 1997, the federal fraud and abuse investigative project
“Operation Restore Trust” was expanded to include examination
of more nursing homes, home health agencies, hospices, and
durable medical equipment suppliers around the country.
The HHS Inspector General (IG) and the United States Attorney
have recently directed their attention to billing practices and
billing patterns of hospitals and physician clinical practices. In
cluded in their investigations are the following areas of interest:
• Violations of the 72-hour DRG billing window
• Improper billing of services provided by interns and resi
dents in teaching settings
• Outpatient lab billings
• Billings for services not rendered
• Illegal DRG upcoding
• Inappropriate cost reporting
• Credit balance reporting
9

• Non arms-length transactions
• Kickbacks
• Inappropriate care provided
• Improper outpatient billings
Recent legislation has expanded the governm ent’s fraud and
abuse prevention role. President Clinton signed the Health In
surance Portability and A ccountability Act into law in August
1996. Among other things, this legislation expands the role of
government into investigation and prosecution of private health
care fraud. The legislation also increases investigative funding, in
creases fines and penalties, and coordinates government efforts to
fight fraud and abuse. The President also has announced that sig
nificantly more resources will be devoted to fraud and abuse in
vestigations than ever before.
Auditors should consider this heightened enforcement activity in
planning and performing audits of health care providers. Refer to
the discussion entitled “Fraud and Abuse in the Health Care In
dustry” in the “Audit Issues and Developments” section of this
Audit Risk Alert for additional information.

Corporate Compliance — What are some of the adverse
consequences facing health care providers that do not have an
effective compliance program?
The Health Insurance Portability and Accountability Act of 1996
has brought corporate compliance to the planning forefront for
many health care management teams. Health care providers have
the responsibility to determine that services rendered, documen
tation thereof, and the associated billing to the Medicare or Med
icaid programs comply with all applicable rules of the respective
programs. A written corporate compliance plan consists of proce
dures and controls to prevent, detect, and correct wrongdoing
w ithin an organization based on the standards set forth in the
Federal Sentencing Guidelines for Organizational Defendants.
Such a plan should be tailored to an organization’s business and
size. It should include evaluation of operational practices, m ini
malization of legal and business risk, employee training, appro
10

priate care for delegation of authority, monitoring and auditing
functions, appropriate enforcement standards, and implementa
tion of corrective action programs. Potential adverse conse
quences to health care providers of not having an effective
compliance program include the following:
• Probation and court-imposed program
• Government-designed program
• Fines in amounts sufficient to divest the organization of all
of its net assets
• Exclusion from Medicare or Medicaid or both
• Board and management liability
Corporate compliance programs are an integral part of an organi
zation’s system of internal controls. Auditors should consider
communicating with the client’s Board of Directors or committee
thereof as to the organization’s activities or plans regarding corpo
rate compliance. If an organization does not have an effective cor
porate com pliance program, the auditor should determ ine
whether this represents a reportable condition to be reported to
the audit committee.

Major Changes to Single Audits of Federal Awards — How do
the amendments to the Single Audit Act impact audits of
federal awards?
The promise of major change in single audit policy became a re
ality during 1996. These changes continue to be finalized in
1997. Auditors performing audits of federal awards should follow
developments in this area closely to ensure that the appropriate
guidance is followed. The sections below summarize four key
pieces of guidance which have been or are currently being revised
for single audits and program-specific audits of federal awards.
Single Audit Act Amendments o f 1996 (1996 Amendments)
On July 5, 1996, President Clinton signed into law legislation
amending the Single Audit Act of 1984 (Public Law 104-156),
which is effective for fiscal years beginning after June 30, 1996.
The 1996 Amendments are described in the table below and they
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are also discussed in the November 1996 J o u rn a l o f A ccountancy
article entitled “Auditing Federal Awards: A New Approach.”
Single Audit Act Amendments of 1996 versus Single Audit Act of 1984

Applicability

Single Audit Threshold
Major Federal Program
Reporting Deadline
Program-Specific Audits

1996Act

1984Act

State and Local
Governments, Indian
Tribal Governments,
and Not-for-Profit
Organizations (including
hospitals)
$300,000 in Federal
Awards Expended in Year

State and Local
Governments and Indian
Tribal Governments

$100,000 in Federal
Assistance Received in
Year
Generally Determined by Larger of $300,000 or
the Auditor on a Risk3% of Federal Financial
Award Expenditures
Based Approach
Within Nine Months of Within 13 Months of
Year End
Year End (After
Transition Period)
Permitted if $300,000 or Not Addressed
More Expended is for
One Federal Program

For a copy o f the 1996 A mendments — AICPA Fax Hotline — Dial
(201) 938-3787 from a fax machine and select document number 402
or Ignet Web site — http://www.sbaonline.sba.gov/ignet/ under the
listing “Single Audit”
OMB Circular A -133, Audits of States, Local Governments,
and Non-Profit Organizations
A revised OMB Circular A -133, applicable only to not-for-profit
organizations, was issued on April 22, 1996. Once the 1996
Amendments were passed (see above), it became necessary for the
OMB to propose another revision to OMB Circular A -133 to
add states and local governments to the scope of the Circular, to
comply with certain other aspects of the 1996 Amendments, and
to rescind Circular A -128, which is the existing regulation gov
erning audits of federal awards for states and local governments.
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The revised Circular A -133 was issued on June 30, 1997 and it
applies to audits of fiscal years beginning after June 30, 1996.
The major differences between the revised Circular A -133 and
Circulars A -128 and A -133 are outlined in the table below.
Revised OMB Circular A-133 versus OMB Circulars A-128 and A-133

Revised A-133
Applicability

Audit Threshold

Major Federal
Program

Reporting
Deadline

A-128

State and Local
Governments,
Indian Tribal
Governments, and
Not-for-Profit
Organizations (in
cluding hospitals)
$300,000 Expen
ded, Single Audit
If More Than One
Federal Program
$300,000 Expen
ded, ProgramSpecific Audit
If Only One
Program
Below $300,000
Expended, No
Single Audit
Requirements
Generally
Determined by the
Auditor on a RiskBased Approach
Within Nine
Months of Year
End (After Tran
sition Period)

A-133

State and Local
Not-for-Profit
Governments and Organizations
Indian Tribal
Governments

$100,000 Receiv $100,000 Receiv
ed, Mandatory
ed, Either Single
Single Audit
Audit or ProgramSpecific Audit
$25,000-$ 100,000 $25,000-$ 100,000
Received, Option Received, Option
for Single Audit or for Single Audit or
Program-Specific Program-Specific
Audit
Audit
Below $25,000
Below $25,000
Received, No
Received, No
Audit Required
Audit Required
Larger of
$300,000 or
3% of Federal
Financial Award
Expenditures
Within 13
Months of Year
End

Larger of
$100,000 or
3% of Federal
Financial Award
Expenditures
Within 13
Months of Year
End

Some additional provisions of the revised C ircular include the
following:
• The required level of testing of internal control over major
programs is clarified as being based on auditors’ planning
for a low assessed level of control risk.
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• G uidance is included for conducting program -specific
audits covering those situations in which a federal grantor
agency has not issued a program-specific audit guide, as
well as those situations in which a program-specific audit
guide has been issued by the grantor agency.
• M inim um requirements for the Schedule of Expenditures
of Federal Awards are provided.
• Guidance is included concerning the following:
- Reporting audit findings in a single schedule of findings
and questioned costs, which includes a summary of the
auditor’s results, and findings and questioned costs
related to the financial statement audit as well as to fed
eral awards
- Thresholds for determ ining w hich audit findings
should be included in the schedule of findings and
questioned costs
— D escriptions of w hat inform ation auditors should
include in an audit finding
— Required follow-up on audit findings
• Auditee m anagement is required to provide a corrective
action plan for current year audit findings and a summary
schedule reporting the status of prior year audit findings.
• Restrictions are imposed on auditor selection whereby audi
tors who prepare the indirect cost proposal or cost allocation
plan are prohibited from being selected as the auditor if the
indirect costs recovered in the prior year are greater than $ 1
million in total. This provision is not effective until audits of
fiscal years beginning after June 30, 1998.
As a result of the issuance of the 1996 Amendments and revisions
to OMB Circular A -133, questions have arisen with regard to the
status of position statements issued by the Presidents Council on
Integrity and Efficiency (PCIE). These position statements were
originally developed to address issues related to audits conducted
under the Single Audit Act of 1984, OMB Circular A -128, and the
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March 1990 version of OMB Circular A -133. Therefore, with the
exception of PCIE Statement No. 4, none of the remaining posi
tion statements is applicable to audits conducted under the 1996
Amendments or the new OMB Circular A -133 requirements.
For a copy o f the revised Circular A-133 — June 30, 1997 Federal Register
or OMB Fax Information Line — (202) 395-9068, document number
1133 or OMB Web site — http://www.whitehouse.gov/WH/EOP/
omb/html/ombhome.html
Compliance Supplement
A revised OMB Com pliance Supplement which is currently
under development will set forth the material compliance require
ments that are to be included in an audit in accordance with
OMB Circular A -133. It will cover states, local governments, and
not-for-profit organizations. The OMB issued a Provisional Com
pliance Supplement on June 3 0 , 1997 that replaces the existing
Compliance Supplements entitled C om pliance S upplem ent f o r Sin
g le A udits o f State a n d L ocal G overnm en ts (issued in September
1990) and C om pliance Supplem ent f o r Institutions o f H igher L earn
in g a n d O ther N on-P rofit In stitu tion s (issued in October 1991),
which are no longer current. Auditors should use the Provisional
Supplement until a final supplement is issued (expected in 1998).
The Provisional Supplem ent in itially includes approxim ately
twenty-five federal programs. This is far less than what was in
cluded in the Compliance Supplements that are being replaced.
However, the OMB has made a commitment to continue work
ing on the Provisional Supplement and to include additional pro
grams in the Final Supplement. The Audit Risk Alert State a n d
L ocal G overn m en tal D evelopm ents — 1997 describes the signifi
cant components of the revised Compliance Supplement.
For m ore inform ation — June 30, 1997 Federal Register or AICPA’s
CPA Letter. For a copy o f the Provisional Supplem ent — Government
Printing Office — See the “Information Sources” table in this Audit Risk
Alert (under U.S. General Accounting Office) or OMB Web site —
http://www.whitehouse.gov/WH/EOP/omb/html/ombhome.html
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AICPA Statement of Position
W ith the changes described in the preceding three sections, SOP
92-9, A udits o f N o t-fo r-P ro fit O rga n iz a tion s R eceiv in g F ed era l
A wards, and certain sections of the Audit and Accounting Guide
Audits o f State a n d L ocal G overnm ental Units (the Guide) have be
come outdated. In response, the AICPA is in the process of devel
oping a new SOP that will supersede SOP 92-9 and the sections
of the Guide that are outdated. The new SOP is expected to be is
sued in January 1998 and w ill provide auditors of states, local
governments, and not-for-profit organizations with guidance on
the work performed and the reports issued for audits under the
1996 Amendments and OMB C ircular A -133. It w ill also in
clude revised simplified illustrative audit reports. The new illus
trative simplified reports will include one report on the financial
statements, one report that will meet the requirements for report
ing on compliance and internal control under G overn m en t A udit
in g Standards (GAS, also known as the Yellow Book), and one
report that will meet the requirements of the 1996 Amendments
and OMB Circular A -133 for reporting on single audits of feder
al awards. The SOP has not been finalized at the time of publica
tion of this A udit Risk Alert. However, the illustrative audit
reports have been developed and are currently available.
For the illustrative reports —
AICPA Fax Hotline — Dial (201) 938-3787 from a fax machine and
select document number 311 or AICPA Web site — www.aicpa.org/
belt/a133.htm

Internal Revenue Service Developments — What are the current
tax issues that may impact audits of health care providers?
Executive Summary
• A new revenue ruling provides guidance on physician recruiting
incentives for tax-exempt hospitals.
• The IRS is focusing on control issues in its reviews of joint operating
agreement exemption applications.
• New legislation provides for significant financial penalties to be
assessed against individuals with substantial influence over an orga
16

nization that receive excess benefits or knowingly participate in
such transactions.
• The IRS continues to consider employee versus independent contrac
tor classification as an area with significant compliance problems and
there have been some significant recent developments in this area.
General
This year has seen substantial legislative activity on the exempt
organization front, and most attention appears to have been
given to transactions engaged in by exempt organizations. Audi
tors should be aware of relevant tax laws and regulations and their
potential effect on health care organizations and their financial
statements. A not-for-profit health care organization’s failure to
m aintain its tax-exem pt status could have serious tax conse
quences and affect both its financial statements and related dis
closures, and it could possibly require m odification of the
auditor’s report. Failure by both for-profit and not-for-profit
health care organizations to comply with tax laws and regulations
could have either a direct effect on the determination of financial
statement amounts or an indirect effect on the financial state
ments that would require appropriate disclosures.
In addition, Intermediate Sanctions allow the IRS to monetarily
penalize officers, directors, and other disqualified persons directly
for their participation in excess benefit transactions. W hile such a
penalty would likely not m aterially affect financial statements,
the excess benefit transaction that triggers the penalty m ay re
quire disclosure.
New Physician Recruitment Guidance
Rev. Rul. 97-21 offers IRS guidance on whether a tax-exempt hos
pital violates its exemption requirements by providing recruiting
incentives. The final guidance offers some notable changes over
the proposed version (Announcement 95-25, issued in 1994). O f
significant interest is the conclusion in the ruling that physicians
already on staff are not automatically disqualified persons with re
spect to the hospital. Prior to enactment of the Intermediate Sanc
tions, the IRS had generally considered all physicians to be
disqualified persons.
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Physician recruitm ent packages should be negotiated at arm’s
length and in accordance w ith guidelines that are established,
monitored, and reviewed by the hospital’s board of directors to
ensure that recruiting practices are consistent with the hospital’s
exempt purposes. In addition, the ruling preserves a hospital’s
evaluation of its own needs as an appropriate element in making
recruiting decisions. On an overall basis, when a tax-exempt hos
pital recruits a physician to provide services for or on behalf of
the hospital, the compensation package as a whole, including any
recruitment incentives, must be reasonable in light of the services
provided by the physician. In addition, the hospital should main
tain contemporaneous documentation to support the compensa
tion as reasonable.
Furthermore, if the physician is recruited to engage in a private
practice and provide services to the com m unity instead of the
hospital, then the hospital must meet specific criteria to ensure
that it is not engaging in an excess benefit transaction.
Joint Operating Agreement (JOA) Guidance
There has been increased movement toward “virtual mergers”
within the health care industry. These occur when two or more
organizations or health care systems agree to share operational
responsibilities and profits for their facilities via a JOA entity,
w ithout com bining asset ownership. These arrangem ents are
occurring not only between not-for-profits, but also between
not-for-profit and for-profit entities. The IRS is very interested
in where control lies for the JOA entities, and applicants to the
IRS for JO A exem ption rulings are receiving a checklist o f
structural and financial factors for consideration when deter
m ining qualification for exempt status. The checklist includes
questions on:
• Delegation of significant management responsibility
• Assurances of a binding joint operating agreement
• Dispute-resolution mechanisms
• Veto and reserved powers
18

Intermediate Sanctions Update
Intermediate Sanctions continue to draw much attention among
tax-exempt entities and auditors. The new law highlights that sig
nificant financial penalties may be assessed against any “disquali
fied persons” who receive “excess benefits” as well as any officers,
directors or trustees who knowingly participate in an excess-ben
efit transaction. A disqualified person is broadly defined to in
clude anyone in a position to exercise “substantial influence” over
an organization, their fam ily members, and 35 percent-owned
entities. The risk of personal financial penalty to directors greatly
heightens the sensitivity of the issues. Placing financial risk on the
various individuals involved is a major change brought about by
the new law.
M any questions are being raised regarding this legislation and the
IRS has committed to issuing guidance in the future. The AICPA
has submitted comments addressing these and other issues for the
IRS to consider.
Excess benefit transactions entered into by tax-exempt health care
organizations may have additional significant implications with
respect to the health care organization’s compliance with other
regulations, such as Medicare fraud and abuse provisions.
Classification of Employees versus Independent Contractors
M any health care organizations, in their efforts to reengineer and
streamline operations, are using independent contractors more
frequently. Auditors should be aware that the IRS has identified
employee-independent contractor classification as an area with
significant compliance problems. In 1988, the IRS began a na
tionw ide Employment Tax Exam ination Program to increase
compliance by requiring organizations to treat misclassified inde
pendent contractors as employees subject to withholding taxes.
Employers classifying workers as employees must withhold feder
al income and Social Security taxes (including Medicare) from
employees’ pay and match the Social Security and Medicare taxes.
Further, the reclassification of a worker from an independent
contractor to employee for federal purposes is likely to cause a
similar reclassification for state tax purposes. Auditors should be
19

alert to such misclassifications by employers, which can result in
compliance problems and potential tax liabilities.
There were three significant developments in this area during
1996. First, the IRS issued guidance to its agents regarding work
er classification. This guidance provides practical instruction to
IRS agents to help resolve questions regarding who is an employ
ee and who is an independent contractor. Auditors should en
courage their clients to consider this IRS guidance when making
worker classification decisions. Second, the Small Business Job
Protection Act of 1996 (Public Law 104-188) modified Section
530 of the Revenue Act of 1978, a relief provision sometimes in
voked to enable individuals who are really employees to continue
to be treated as independent contractors without consequence to
employers. The changes made to Section 530 were generally fa
vorable. Last, the IRS introduced a Classification Settlement Pro
gram to provide a streamlined tax settlem ent for situations in
which Section 530 relief is not available (m eaning that its re
quirements are not met), but an employer has at least consistent
ly reported the affected individuals as independent contractors.
In such a case, a reduced tax assessment m ay be available. This
program, which began on March 5, 1996, is currently scheduled
to be open for two years.
Other Issues Related to Classification of Employees versus
Independent Contractors
M isclassification of independent contractors as employees can
have significant consequences unrelated to federal tax laws. Gen
erally, the “safe harbors” to the Medicare and Medicaid anti-kick
back statute and exceptions to the Stark II self-referral
prohibition applicable to independent contractor arrangements
are more difficult to satisfy than those applicable to bona fide em
ployment contracts. In addition, employers can bill Medicare for
services of employees in situations in which services of indepen
dent contractors cannot be billed. Finally, whether an individual
is an employee or an independent contractor can be an important
compliance issue in connection with pension and profit-sharing
arrangements and the applicability of various employment-relat
ed laws.
20

Various Other Important Legislation and IRS News
• The IRS has stated that all exempt health care entities, and
those seeking exemption should have in place a substantial
Conflicts of Interest Policy. The IRS has published a sam
ple in the 1997 IRS Exempt Organizations C ontinuing
Professional Education Text.
• The IRS has publicly taken a strong stand against exempt
organizations participating in political activities. Auditors
should be aware that this can be an exemption issue.
• The IRS has published final regulations on the receipting
requirements for charitable gifts. Note that receipts must
be received by donors before they file their individual
income tax returns for deduction in that same tax year.
• Three recently issued revenue procedures, Rev. Procs. 9713, 97-14, and 97-13, address tax-exempt bonds in relation
to management contracts, research contracts, and closing
agreements, respectively. Also, the private-activity bond reg
ulations have been finalized. Tax-exempt bonds should be
reviewed to ensure compliance with revised rules.
• The Small Business Job Protection Act changed the treat
ment of offshore captive insurance companies owned by taxexempt entities. Before the new law, income earned by
offshore captives was not considered unrelated business
income (UBI) to tax-exempt owners. Because the income
earned by the captive was considered a “deemed dividend,”
the income was excluded from the exempt’s UBI. The new
law, however, provides a “lookthrough” approach for certain
situations, where income is taxable if it would be UBI if
earned by the tax-exempt parent instead of the captive. This
treatment applies to amounts included in gross income in
any taxable year beginning after December 31, 1995.
These issues m ay have a m aterial impact on the tax provisions
and liabilities recorded in the financial statements of health care
providers and, therefore, require close scrutiny by auditors.
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Audit Issues and Developments
Fraud and Abuse in the Health Care Industry — What effect do the
rampant allegations of violations of laws and regulations in the
health care industry have on this year’s audits?
Allegations of violations of laws and government regulations con
tinue to increase in virtually all sectors of the health care industry.
The allegations concern violations of a wide variety of laws and
regulations, such as the Anti-Kickback Act, Limitations on Cer
tain Physician Referrals (com m only referred to as the “Stark
Law”), and the False Claims Act, among others. Penalties for vio
lating the laws m ay include denial of otherwise valid Medicare
and Medicaid claims, fines, and civil money penalties (for exam
ple, treble damages, plus $5,000 to $10,000 per claim).
W hen auditing health care organizations, auditors need to be
alert to the possibility of illegal acts. SAS No. 54, Illega l Acts by
C lients (AICPA, P rofessional Standards, vol. 1, AU sec. 317), pre
scribes the nature and extent of the consideration that auditors
should give to the possibility of illegal acts in audits of financial
statements in accordance with GAAS and provides guidance on
the auditor’s responsibilities when a possible illegal act is detect
ed. The AICPA Audit and Accounting Guide H ealth Care O rga
n iz a tion s further describes the application of SAS No. 54 in
audits of financial statements of health care organizations.
Audit Procedures
SAS No. 54 notes that even in the absence of evidence concern
ing illegal acts, auditors should make certain inquiries of manage
ment about such matters as the client’s policies relative to the
prevention of illegal acts and the use of directives issued by the
client and periodic representations obtained by the client from
management at appropriate levels of authority concerning com
pliance with laws and regulations. (Refer to the discussion enti
tled “Corporate Compliance” in the “Regulatory, Legislative, and
Other Developments” section of this Audit Risk Alert for addi
tional information.) SAS No. 54 also alerts auditors to be aware
that certain procedures, although not specifically designed to de
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tect illegal acts, may bring possible illegal acts to an auditor’s at
tention. Such procedures include reading minutes of Board of
Directors meetings; inquiring of the client’s m anagement and
legal counsel concerning litigation, claims and assessments; or
performing substantive tests of details of transactions or balances.
These considerations take on increasing importance when condi
tions such as those currently encountered in the health care in
dustry exist.
O btaining representations from the client’s m anagem ent and
from legal counsel may be especially important audit procedures
in the current environment and require careful consideration by
auditors. Auditors ordinarily obtain written representations from
management concerning the absence of violations or possible vi
olations of laws or regulations whose effects should be considered
for disclosure in the financial statements or as a basis for record
ing a loss contingency. In addition, auditors may consider mak
ing certain specific inquiries of m anagem ent relative to any
knowledge of potential fraud and abuse violations, including cur
rent investigations by regulators, (as well as other types of fraud
that m ay result in material misstatement of the financial state
ments) and requesting that management confirm their responses
in the representation letter. Representations to be considered in
clude the following:
Receivables:
Adequate provision has been made for estimated adjustments
to revenue, such as for denied claims, changes to DRG assign
ments, and cost-report audits.
Recorded reserves are necessary, appropriate, and properly
supported.
All peer review organizations, fiscal intermediary, and thirdparty payor reports and information have been made available
to you.
All required Medicare, Medicaid, and similar reports have been
properly filed.
Appropriate provision has been made for audit adjustments by
intermediaries, third-party payors, or other regulatory agencies.
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Contingencies:
There are no violations or possible violations of laws or regula
tions, such as those related to the Medicare and Medicaid
antifraud and abuse statutes, including but not limited to the
Anti-Kickback Act, Limitations on Certain Physician Referrals
(commonly referred to as the “Stark law”), and the False
Claims Act, in any jurisdiction whose effects should be consid
ered for disclosure in the financial statements or as a basis for
recording a loss contingency other than those disclosed or
accrued in the financial statements.
Billings to third-party payors comply in all respects with
applicable coding principles and laws and regulations (includ
ing those dealing with Medicare and Medicaid antifraud and
abuse), and only reflect charges for goods and services that
were medically necessary, properly approved by regulatory
bodies (for example, the Food and Drug Administration), if
required, and properly rendered.
There have been no communications (oral or written) from
regulatory agencies, governmental representatives, employees,
or others concerning investigations or allegations of noncom
pliance with laws and regulations in any jurisdiction (includ
ing those related to the Medicare and Medicaid antifraud and
abuse statutes), deficiencies in financial reporting practices, or
other matters that could have a material adverse effect on the
financial statements.
SAS No. 54 also provides guidance on auditors’ responsibilities if
specific information concerning a possible illegal act comes to
their attention. The SAS states that when the auditor concludes,
based on inform ation obtained and, if necessary, consultation
with legal counsel, that an illegal act has or is likely to have oc
curred, the auditor should consider the effect on the financial
statements as well as the implication for other aspects of the audit.
W hen such circumstances occur, evaluating the adequacy of ac
crual for or disclosure of the potential effects of illegal acts in the
financial statements of health care organizations is a matter that is
likely to require a high level of professional judgment.
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Because of the complex nature of Medicare and M edicaid laws
and the fact that such laws are subject to interpretation, auditors
should suggest that health care organizations w ith m aterial
amounts of Medicare or M edicaid revenues disclose the signifi
cance of such revenues (in dollars or percentages) and describe
the complex nature of applicable laws and regulations. T hey
might also consider suggesting that the financial statements state
management’s belief that they are in compliance with the applic
able laws and regulations, but indicating that the possibility of fu
ture government review and interpretation exists.
If investigations of alleged illegal acts are currently in process, or if
claims have been threatened or asserted, additional disclosures
may be required by FASB Statement No. 5, A ccounting f o r C ontin
gen cies (FASB, C urrent Text, vol. 1, sec. C59). Auditors also may
want to consider whether, in view of the far-reaching nature of al
leged violations of laws and regulations in the health care industry,
the disclosure requirements of Statement of Position (SOP) 94-6,
D isclosures o f C ertain Risks a n d U ncertainties, have been met.
Representations from legal counsel are often key audit evidence.
The inability of an attorney to form an opinion on matters about
which they have been consulted may be indicative of an uncer
tainty that should be disclosed in the financial statements in ac
cordance with FASB Statement No. 5 or SOP 94-6. SAS No. 79,
A m endm ent to S tatem ent on A uditing Standards No. 58, Reports on
Audited Financial Statements (AICPA, P rofessional Standards, vol.
1, AU sec. 508), states that if the auditor concludes that a matter
involving a risk or an uncertainty is not adequately disclosed in
the financial statements in conformity with GAAP, the auditor
should express a qualified or an adverse opinion. (SAS No. 79
eliminates the option of including an explanatory paragraph to
emphasize the existence of such an uncertainty.) Such judgments
should be made in the context of the financial statements taken as
a whole and in light of the surrounding circumstances.
Reporting to the Government
Instances have been noted in practice in which officials of vari
ous federal regulatory agencies (such as A ssistant Inspectors
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General) have indicated that auditors have an obligation to re
port any identified illegal acts directly to the Inspectors General
or other regulatory officials. In evaluating their responsibilities
in response to such requests, auditors should consider the guid
ance in paragraphs 23 and 24 of SAS No. 54 and consult with
their legal counsel.

Other Types of Fraud — Application of SAS No. 82, Consideration
o f Fraud in a Financial Statement Audit, to the Health Care
Industry — How does the new SAS on fraud consideration impact
audits of health care organizations?
SAS No. 82, C on sid era tion o f F ra u d in a F in a n cia l S ta tem en t
A udit (AICPA, P rofessional Standards, vol. 1, AU sec. 316), was is
sued by the Auditing Standards Board to provide guidance to au
ditors in meeting their responsibility “to plan and perform the
audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement, whether caused by
error or fraud.” The Statement notes that in auditing financial
statements, the auditor’s interest specifically relates to fraudulent
acts that cause a m aterial m isstatem ent of the financial state
ments. Two types of misstatements are relevant to the auditor’s
consideration of fraud in a financial statement audit: misstate
ments arising from fraudulent financial reporting and misstate
ments arising from misappropriation of assets.
SAS No. 82 supersedes SAS No. 53, The A u d itor’s R esponsibility
to D e tect a n d R ep o rt E rrors a n d Ir regu la rities. W hile the new
statement does not change the auditor’s responsibilities for con
sidering fraud, SAS No. 82 establishes new perform ance re
quirem ents for auditors to form ally consider and exp licitly
document their consideration of fraud risk factors. Specifically,
the new standard—
• Requires the auditor to specifically assess the risk of mater
ial misstatement due to fraud on every audit and provides
categories of fraud risk factors that the auditor should con
sider in making that assessment. It provides examples of
fraud risk factors that, when present, m ight indicate the
presence of fraud.
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• Offers guidance on how the auditor m ay respond to the
results of the assessment.
• Reaffirms the requirement that the auditor communicate
known instances of fraud to an appropriate level of man
agement and the audit committee and, under certain cir
cumstances, appropriate regulators.
• Provides guidance on the evaluation of test results as they
relate to the risk of material misstatements due to fraud.
• Requires the auditor to document evidence of the perfor
mance of the assessment including risk factors identified as
present and the auditor’s response thereto.
SAS No. 82 Implementation Guidance
The AICPA has undertaken a major initiative to assist auditors in
understanding and implementing SAS No. 82. Implementation
efforts include the following:
• A practice aid entitled C on sid erin g F rau d in a F in a n cia l
S tatem en t A udit: P ra ctica l G uidance f o r A pplying SAS No.
82 (product no. 008883), walks auditors through issues
likely to be encountered in applying the new SAS to
audits, with valuable tools such as sample workpaper docu
m entation, descriptions of common fraud schemes, and
extended audit procedures. It also provides specific guid
ance on applying the concepts of the SAS to various indus
tries, including health care organizations. Copies may be
obtained by calling the AICPA Order Department at (800)
TO-AICPA or faxing a request to (800) 362-5066.
• A self-study continuing professional education (CPE)
course (no. 732045) entitled C onsideration o f F raud in a
F in a n cia l S ta tem en t A udit: T he A u d ito r’s R esp on sib ilities
U nder SAS No. 82 offers intermediate level information
in test form at and eight hours of recom m ended CPE.
Copies m ay be obtained by callin g the AICPA O rder
D epartm ent at (800) TO-AICPA or faxing a request to
(800) 362-5066.
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• Helpful guidance about the new SAS, including a press
release, speech outline, and a comparison of SAS No. 82
with SAS No. 53 is available on the AICPA’s home page
(http://www.aicpa.org).

Risk-Related Issues in a Managed Care Environment — What are
the audit implications of the shift from tee-tor-service revenue to
risk-based contracts?
Health care providers at all levels are accelerating the assumption
of risk associated with underwriting health care services. In doing
so, they share the incentive to provide quality health care at the
most reasonable cost while directing additional patient volume
through their system. Common forms of contracts include per
diem (per day), capitation (per enrollee), and per case arrange
ments with shared risk incentive pools. Agreements can cover all
or portions of health care services and may include only referred
patients or all patients both in and out of the area. Auditors
should be alert to the implications of the shift from fee-for-ser
vice revenue into risk-based contracts (such as capitation) result
ing in issues similar to those faced by prepaid health plans. The
implications of this shift include the following risk issues that the
auditor should consider:
• Revenues are generated as a result of an agreement to pro
vide health care rather than from the actual provision of
services, which often changes the underlying nature of rev
enue. Legal and financial obligations assumed in capitated
and other risk-based contracts are often significantly
broader than service-based contracts which require careful
consideration in revenue measurement.
• Costs of providing health care services under the terms of
the contract should be accrued as services are rendered,
including estimates of the costs of services rendered but
not yet reported.
• W hen considering contractual obligations (for example,
loss contracts), current standards require that fully allo
cated costs (including fixed and variable costs) be consid
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ered. Given the high fixed cost nature of hospitals and the
ratio of risk-based revenue to total revenue, providers may
find they have loss contracts requiring loss accruals while
the managed care contracts are generating marginal profit.
• Contracts at all levels of providers (including physicians,
hospitals, utilization review, transportation, and so on)
often include significant financial incentives and perfor
mance requirements. Close attention should be given to
the effect of managed care contracts on an entity’s liability
for incurred but not reported (IBNR) accruals, risk pool
estimates, and risks and uncertainties disclosures.
• W hen hospitals and physician groups subcapitate to other
provider organizations, consideration should be given to
the viability of the capitated providers, as the contracting
entity may be obligated in the event of financial failure of
subcapitated entities.
• Retroactive changes to covered (or enrolled) members gen
erally have corresponding impacts on revenue and expenses.
Guidance on accounting and financial reporting issues associated
with capitation contracts is found in the AICPA Audit and Ac
counting Guide H ealth C are O rganizations, which incorporates
and supersedes SOP 89-5, F in a n cial A ccou n tin g a n d R eportin g by
P roviders o f P rep a id H ealth Care Services. Auditors may also find
the guidance in SAS No. 57, A u d itin g A cco u n tin g E stim ates
(AICPA, P rofessional Standards, vol. 1, AU sec. 342), useful in au
diting the accounting estimates that relate to participation in
such arrangements.
M any of the characteristics of the business transactions resulting
from the movement towards capitated or other risk-based con
tracts are very sim ilar to transactions resulting from insurance
contracts which are accounted for by guidance under specific in
surance industry related authoritative literature. Additionally, on
going structural and operational changes occurring throughout
both health care and insurance industries have created a need for
accounting guidance in order to establish common guidance to
resolve current divergent accounting practices for similar transac
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tions. Refer to the discussion entitled “Proposed SOP on M an
aged Care” in the “Accounting Issues and Developments” section
of this Audit Risk Alert for additional information.

Obligated Group Financial Statements — Can obligated group
financial statements be included in a public offering?
“Obligated group” is a term used to denote a group of entities,
sometimes a parent corporation and several of its subsidiaries,
that is liable for the repayment of an obligation, such as a tax-ex
empt bond. Financial information related to the obligated group
is useful to the owner of the debt instrument. Obligated group fi
nancial statements often exclude entities that are required to be
consolidated by generally accepted accounting principles
(GAAP). Such financial statements cannot be used as the report
ing entity’s general-purpose financial statements because they are
not prepared in accordance with GAAP. They may, however, be
issued as special-purpose financial statements with distribution
limited to specified users (that is, the company and other parties
to the debt agreement). It would not be appropriate to include
such special-purpose financial statements in a public offering (see
SAS No. 62, S pecial Reports, AICPA, P rofessional Standards, vol. 1,
AU secs. 9623.80 and 9623.81).
W ith respect to public offerings, two alternatives are available to
auditors:
1. The auditor m ay opine on consolidated financial state
ments and include supplementary consolidating financial
information that displays totals for the obligated group.
Because the consolidated financial statements include all
entities required to be consolidated under GAAP, the
auditor’s report on the consolidated statements need not
be limited in its distribution.
2. The auditor m ay opine on the consolidated financial
statements that are included as an appendix in the pub
lic offering, w ith m anagement providing an unaudited
reconciliation of the am ounts in the obligated group
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financial statements to the audited consolidated finan
cial statements.

New Auditing Pronouncements
The following table summarizes four SASs that have recently
been issued.
Pronouncements
Pronouncement
Affected
Key Provisions
Effective Date
SAS No. 781, Con
sideration o f Inter
nal Control in a
Financial State
ment Audit: An
Amendment to
Statement on Au
diting Standards
No. 55 (AICPA,
Professional Stan
dards, vol. 1, AU
sec. 319A)
SAS No. 80,
Amendment to
Statement on Au
diting Standards
No. 31, Evidential
Matter (AICPA,
Professional Stan
dards, vol. 1, AU
sec. 326)
SAS No. 81,
Auditing Invest
ments (AICPA,
Professional Stan
dards, vol. 1, AU
sec. 332)

SAS No. 55

Recognizes the
The Statement is
COSO definition effective for audits
of internal control of financial state
ments for periods
beginning on or
after January 1,
1997, with earlier
application
encouraged.

SAS No. 31

Provides guidance
for audits in which
significant infor
mation is trans
mitted, process
ed, maintained,
or accessed
electronically

The Statement is
effective for en
gagements begin
ning on or after
January 1, 1997.

SAS No. 1, AU
sec. 332

Revises the guid
ance on auditing
investments to
make that guid
ance consistent
with recently
issued accounting
standards, particu
larly FASB State
ment Nos. 115
and 124
Provides expanded
guidance on the
consideration of

The Statement is
effective for audits
of financial state
ments for periods
ending on or after
December 15,
1997.

SAS No. 82, Con SAS No. 53
sideration o f Fraud
in a Financial
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The Statement is
effective for audits
of financial state-

Pronouncement
Statement Audit
(AICPA, Profes
sional Standards,
vol. 1, AU sec.
316)
SAS No. 83 and
SSAE No. 7, Es
tablishing an Un
derstanding with
the Client

Pronouncements
Affected

Key Provisions

Effective Date

fraud in conduct
ing a financial
statement audit

ments for periods
ending on or after
December 15,
1997.

Requires docu
SAS No. 1, AU
sec. 310 and SSAE mentation of the
No. 1, AT sec. 100 understanding
with the client re:
engagement objec
tives and limita
tions as well as
management
and auditor
responsibilities
Provides guidance
SAS No. 84,
SAS No. 7
on communica
Communications
tions between
Between Predecessor
predecessor and
and Successor
successor auditors
Auditors (expected
when there is a
to be issued in
change in auditors
November 1997)
or possible mis
statements are
discovered in
financial state
ments reported on
by a predecessor
auditor
Requires written
SAS No. 85, Man SAS No. 19
representations
agement Represen
from management
tations (expected
for all financial
to be issued in
statements and
January 1998)
periods covered by
the auditor’s report

The Statement is
effective for
engagements for
periods ending on
or after June 15,
1998, with earlier
application
permitted.
The Statement is
effective for accep
tance of an en
gagement after
March 31, 1998,
with earlier appli
cation permitted.

The Statement is
effective for audits
of financial state
ments for periods
ending on or after
June 30, 1998,
with earlier appli
cation permitted.

1. SAS No. 78 was issued in December 1995 and was included in the Audit Risk Alert
H ealth Care Industry D evelopm ents — 1996/97. It is repeated in this edition because peri
ods beginning on or after January 1, 1997 mark the first time application is required.
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Accounting Issues and Developments
Securities and Exchange Commission Issues and Developments
Staff Accounting Bulletin (SAB) No. 48 (“Promoter” Accounting)
Certain transactions are structured in such a way that they do not
meet the accounting definition o f a “business com bination.”
Therefore, they are not accounted for under either purchase or
pooling of interests accounting rules. In such cases, the SEC may
allow application of a concept known as “promoter” or “roll-up”
accounting, as discussed by the SEC in SAB No. 48, Transfers o f
N onm onetary Assets by P rom oters or Shareholders. SAB No. 48 pro
hibits the step-up in value of nonmonetary assets transferred to a
company by a “promoter” just prior to an initial public offering
(IPO). In essence, SAB No. 48 permits nonmonetary assets to be
transferred in the formation of a new company without trigger
ing the recognition of goodwill.
The SEC became increasingly concerned that some registrants
were using SAB No. 48 to get pooling of interests type treatment
for their founding transactions, irrespective of the fact that they
did not meet the technical requirements for pooling treatment set
forth in GAAP. Last summer, the SEC issued SAB No. 97, B usi
ness C om binations P rior to an In itia l P u b lic O fferin g, in an attempt
to curb these perceived abuses in the application of SAB No. 48.
Despite the issuance of SAB No. 97, some physician practice
management (PPM) roll-ups have argued successfully that their
founding transaction does not meet the definition of a business
combination. As such, they are not subject to SAB No. 97, and
the provisions of SAB No. 48 should apply.
The SEC continues to scrutinize PPM registrations, and particu
larly SAB No. 48 type transactions. A first-time PPM registrant
should expect to respond to SEC questions regarding the registra
tion as the commission probes for information on the transac
tions, weaknesses in the conclusions, and new fact patterns.
The EITF 97-2 Project
In November 1996, the EITF’s agenda committee recommended
formation of a working group to consider the accounting issues
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generated by the “boom” of PPM merger and roll-up activity.
The w orking group comprises representatives from m ajor ac
counting firms, the PPM industry, the SEC, and the FASB. To
date, much of the working groups emphasis has focused on the
definition of a controlling financial interest and what attributes
or indicators must be present before a contractual management
agreement such as an M SA would require consolidation of the
medical entity into the PPM. In May, the working group met
with the EITF to discuss the issues and its tentative recommen
dations. However, no definitive conclusions have been reached at
this point.

Agency Transactions
In December 1995, the FASB released an exposure draft of a pro
posed Interpretation, Transfers o f Assets in W hich a N ot-for-P rofit
O rganization Acts as an A gent, Trustee, o r In term ed ia ry (An In ter
p reta tio n o f FASB S ta tem en t No. 116). The exposure draft pro
posed to clarify the use of the terms agent, trustee, and
interm ediary in paragraph 4 of FASB Statement No. 116, Ac
c o u n tin g f o r C o n trib u tio n s R eceiv e d a n d C o n trib u tio n s M a d e
(FASB, C urrent Text, vol. 1, sec. C67).
The period for com m enting on the exposure draft expired in
1996. After considering the comments received on the exposure
draft, the FASB decided to split this project into two separate
pieces: one to address situations in which the recipient organiza
tion has the unilateral power to redirect the use of the assets away
from the specified beneficiary and another to address situations
in which a donor specifies a third-party beneficiary, including ac
counting by that beneficiary for the contribution received.
The first phase of the project resulted in the September 1996 is
suance of FASB Interpretation No. 42, A ccou n tin g f o r Transfers o f
Assets in W hich a N ot-for-P rofit O rganization Is G ranted Variance
P ow er (an in terpretation o f FASB S tatem en t No. 116) (FASB, Cur
ren t Text, vol. 1, sec. C67). This Interpretation states that a recip
ient organization acts as a donee and a donor, rather than an
agent, if the resource provider explicitly grants the recipient orga
nization the unilateral power to redirect the use of the transferred
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assets to another beneficiary. The FASB plans to address the sec
ond phase of this project in late 1997.
Auditors should consider the wording used in solicitations or gift
agreements to determ ine whether resources received by notfor-profit organizations are received in agency transactions. This
issue is particularly pertinent for audits of institutional and
fund-raising foundations. Auditors should consider discussing
these matters with clients as soon as possible to avoid misunder
standings between clients and auditors concerning accounting for
such transactions.

Accounting for Transfers and Servicing of Financial Assets and
Extinguishment of Liabilities
In June 1996, the FASB issued Statement No. 125, A ccou n tin g
f o r Transfers a n d S ervicin g o f F in a n cia l Assets a n d E x tinguishm ent
o f L iabilities (FASB, C urrent Text, vol. 1, sec. F38). This State
ment provides accounting and reporting standards for transfers
and servicing of financial assets and the extinguishments of lia
bilities. Those standards are based on consistent application of a
financial-components approach that focuses on control. Under
that approach, after a transfer of financial assets, an entity recog
nizes the financial and servicing assets it controls and the liabili
ties it has incurred, derecognizes financial assets if control has
been surrendered, and derecognizes liab ilities when extin
guished. This Statement provides consistent standards for distin
guishing transfers of financial assets that are sales from transfers
that are secured borrowings.
The Statement requirements include the following:
• Transfers of financial assets shall be accounted for as a sale
in accordance w ith paragraph 9 of FASB Statement No.
125 if all of the following criteria are met:
1 . The transferred assets have been isolated from the
transferor.
2. The transferee obtains the right (free of constraining
conditions) to pledge or exchange the transferred assets
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or the transferee is a qualifying special-purpose entity
and the holders of beneficial interests in that entity have
the right (free of constraining conditions) to pledge or
exchange those interests.
3. The transferor does not maintain effective control over
the transferred assets.
• In determ ining whether transferred assets (for example,
factored accounts receivable) have been isolated from the
transferor, the auditor should obtain an opinion from legal
counsel that is well versed in the bankruptcy laws of the
particular jurisdiction.
• Liabilities and derivatives incurred or obtained by transfer
ors as part of a transfer of financial assets must be initially
measured at fair value, if practicable.
• Servicing assets and other retained interests in the trans
ferred assets must be measured by allocating the previous
carrying am ount between the assets sold, if any, and
retained interests, if any, based on their relative fair values
at the date of the transfer.
• Servicing assets and liabilities must be subsequently mea
sured by the following:
1. Amortization in proportion to and over the period of
estimated net servicing income or loss
2. Assessment for asset impairment or increased obligation
based on their fair values
• Debtors must reclassify financial assets pledged as collat
eral and secured parties must recognize those assets and
their obligation to return them in certain circumstances in
which the secured party has taken control of those assets.
• A liability must be derecognized if and only if either of the
following occur:
1. The debtor pays the creditor and is relieved of its oblig
ation for the liability.
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2. The debtor is legally released from being the prim ary
obligor under the liab ility either ju d icially or by the
creditor.
Therefore, a liability is not considered extinguished by an
in-substance defeasance. To conclude that a bond liability
has been legally defeased, the auditor should determine
that the bond documents include a provision for prepay
ment through the establishment of an irrevocable trust and
obtain an opinion from bond counsel that the health care
organization has been released from being the prim ary
obligor for the bonds. Auditors of governmental health
care organizations should ensure that the guidance in
GASB Statement No. 7, A dvance R efu n dings R esu ltin g in
D efeasance o f D ebt, has been followed.
FASB Statement No. 125 supersedes FASB Statements No. 76,
E xtinguishm ent o f D ebt (an a m en d m en t o f APB O pinion No. 26),
and No. 77, R ep ortin g by Transferors f o r Transfers o f R eceiva bles
w ith Recourse.
It also amends FASB Statement No. 115, A ccou n tin g f o r C ertain
Investm ents in D ebt a n d E quity S ecurities (FASB, C urrent Text, vol.
1, sec. I80), to clarify that a debt security may not be classified as
held-to-maturity if it can be prepaid or otherwise settled in such
a way that the holder of the security would not recover substan
tially all of its recorded investment. This Statement amends and
extends to all servicing assets and liabilities the accounting stan
dards for mortgage servicing rights now in FASB Statement No.
65, A cco u n tin g f o r C ertain M o rtga ge B an k in g A ctivities (FASB,
C urrent Text, vol. 2, sec. M o4), and supersedes FASB Statement
No. 122, A ccounting f o r M ortga ge S ervicin g R ights (an a m en d m en t
o f FASB S tatem ent No. 65). This Statement also supersedes FASB
Technical Bulletins No. 84-4, In -S u b stan ce D efea sa n ce o f D ebt,
No. 85-2, A cco u n tin g f o r C olla tera liz ed M o rtg a g e O b liga tion s
(CM O s), and No. 87-3, A cco u n tin g f o r M o rtga ge S er v icin g Fees
a n d Rights.
This Statement is effective for transfers and servicing of financial
assets and extinguishments of liabilities occurring after December
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31, 1996, and is to be applied prospectively. Earlier or retroactive
application is not permitted.

Developments Related to Governmental and Nongovernmental
Issues Affecting Health Care Organizations
In recent years, the AICPA and the GASB have issued a number
of docum ents that clarify accounting and reporting require
ments for governmental and nongovernmental entities. This sec
tion summarizes these documents and provides a roadmap to
applicable guidance for various accounting and reporting issues
facing investor-owned, not-for-profit, and governmental health
care organizations.
In January 1992, the AICPA issued SAS No. 69, The M ea n in g o f
Present Fairly in Conformity W ith Generally Accepted Account
ing Principles in th e In d ep en d en t A uditor’s R eport (AICPA, P rofes
sion a l Standards, vol. 1, AU sec. 411), which redefined the GAAP
hierarchy between FASB and GASB. The provisions of SAS No.
69 establish two separate hierarchies, one for governmental enti
ties and one for nongovernmental entities.
In September 1993, the GASB issued Statem ent No. 20, Ac
co u n tin g a n d F in a n cia l R eportin g f o r P roprietary Funds a n d oth er
G overnm ental E ntities That Use P roprietary F u n d A ccou n tin g, that
clarifies how FASB statements affect governmental entities that
use business type accounting and financial reporting. In all cases,
governmental health care providers are required to follow GASB
pronouncements unless excluded from the scope of a particular
pronouncement. GASB Statement No. 20 provides two alterna
tives for FASB pronouncements and those of its predecessors
(such as the APB). Under the first, governm ental health care
providers should apply FASB pronouncements issued through
November 30, 1989 unless those pronouncements conflict with
or contradict GASB pronouncements. Under the second alterna
tive, providers may also elect to apply FASB pronouncements is
sued after that date, again, provided that they do not conflict
w ith or contradict GASB pronouncements. Either alternative
must be used consistently.
An entity meeting the definition of a governmental organization
as defined in paragraph 1.02 of the AICPA Audit and Accounting
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Guide H ealth Care O rganizations is subject to the rules promul
gated by the GASB. The following matrix illustrates how an orga
nization’s classification as investor-owned, not-for-profit, or
governmental determines the appropriate authoritative guidance
to be applied to various accounting and reporting issues.
Area

Investor-Owned

Not-for-Profit

Reporting Entity

APB Opinion 18
(FASB, Current
Text, vol. 1, sec.
I82) and FASB
Statement No. 94
(FASB, Current
Text, vol. 1,
sec. C51)
Contributions
FASB Statement
and Financial
No. 116 (FASB,
Statement Display Current Text, vol. 1,
sec. C67)
Cash Flows

Deposits with
Financial
Institutions
Investments

FASB Statement
No. 95 (FASB,
Current Text, vol. 1,
sec. C25)
FASB Statement
No. 105 (FASB,
Current Text, vol. 1,
sec. F25)
FASB Statement
No. 115 (FASB,
Current Text, vol. 1,
sec. I80) and Audit
and Accounting
Guide Health Care
Organizations (the
Guide), chapter 4

Government

AICPA Statement GASB Statement
of Position No.
No. 14
94-3

FASB Statement GASB Statement
Nos. 116 and 117 No. 29 prohibits
following FASB
Statement Nos.
116 and 117
FASB Statement GASB Statement
No. 95
No. 9
FASB Statement
No. 105

GASB Statement
No. 3

FASB Statement
No. 124 (FASB,
Current Text, vol.
2, sec. No5) and
the Guide,
chapter 4

GASB Statement
No. 3; FASB State
ment No. 115 and
the Guide, chapter
4 if following the
“FASB Option”
provided in para
graph 7 of GASB
Statement No. 20.
For periods begin
ning after June 15,
1997 (with earlier
application encour
aged), all govern
mental entities will
follow GASB State
ment No. 31 in
stead of FASB
Statement No. 115.
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Area

Investor-O wned

Not-for-Profit

Operating Leases

FASB Statement
No. 13 (FASB,
Current Text, vol.
1, sec. L10)
Prepaid Healthcare Audit and
Arrangements and Accounting Guide
Health Care
Self-Insurance
Programs
Organizations (the
Guide), chapters 8
and 14

Compensated
Absences

Debt Refundings

Pensions

Risks and
Uncertainties

FASB Statement
No. 43 (FASB,
Current Text, vol. 1,
sec. C44) and
FASB Statement
No. 112 (FASB,
Current Text, vol. 1,
various sections.)
APB Opinion 26
(FASB, Current
Text, vol. 1, sec.
L35), FASB State
ment No. 4
(FASB, Current
Text, vol. 1, sec.
117), and FASB
Statement No. 125
(FASB, Current
Text, vol. 1, secs.
F35 and F38)
FASB Statement
No. 87 (FASB,
Current Text, vol. 1,
sec. P16)

FASB Statement
No. 13

Government

GASB Statement
No. 13

The Guide, chap GASB Statement
No. 10 as amen
ters 8 and 14
ded by GASB
Statement No. 30.
The Guide, chap
ter 14, if following
the “FASB Op
tion” provided in
paragraph 7 of
GASB Statement
No. 20.
FASB Statement GASB Statement
Nos. 43 and 112 No. 16

APB No. 26,
FASB Statement
Nos. 4 and 125

GASB Statements
No. 7 and 23

GASB Statement
No. 5. For periods
beginning after
June 15, 1997,
GASB Statement
No. 27
AICPA Statement AICPA Statement GASB Statements
of Position No.
Nos. 10 and 30
of Position No.
94-6
94-6
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FASB Statement
No. 87

Area

Post Retirement
Benefits

Investor-O wned

Government

Not-for-Profit

FASB Statement FASB Statement
No. 106 (FASB,
No. 106
Current Text, vol. 1,
sec. P40)

GASB Statement
No. 12 supple
mented by GASB
Statement No. 27

The Audit Risk Alert State a n d L ocal G overn m en tal D evelopm ents
— 1 9 9 7 includes a discussion o f recently released GASB ac
counting pronouncements and projects. That Audit Risk Alert
also contains valuable information on current issues and audit
risks facing governmental organizations.

Proposed SOP on Managed Care
A project has been undertaken by a joint task force of the AICPA
Health Care Committee and the AICPA Insurance Companies
Committee to develop an SOP addressing the emerging account
ing issues for organizations entering into certain predetermined
health care arrangements. The proposed SOP would apply to the
accounting for contractual arrangements that administer, assume,
or transfer the risk for cost of heath care services for a predeter
mined payment regardless of service rendered.
The following issues are planned to be addressed in the proposed
SOP that has been presented to the AICPA Accounting Stan
dards Executive Committee (AcSEC) and is likely to be issued for
comment in late 1997:
• Application of existing accounting literature to organizations
entering predetermined health care payment arrangements
• Recognition and classification of revenue
• Balance sheet presentation related to adm inistrative-ser
vices-only contracts
• Accrual of administrative costs related to IBNR
• Recording and disclosing of contract risks
• Accounting for loss contracts
• Offsets to general and administrative costs
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• Deferred acquisition costs
• Accrual of provider costs (claims)
• Applicability of recently issued insurance SOP’s to orga
nizations that enter into predetermined health care pay
ment arrangements

AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide H ealth Care O rganiza
tio n s (product no. 012428) is available through the AICPA’s
loose-leaf subscription service. In the loose-leaf service, conform
ing changes (those necessitated by the issuance of new authorita
tive pronouncements) and other m inor changes that do not
require due process are incorporated periodically. Paperback edi
tions of Audit and Accounting Guides as they appear in the ser
vice are printed annually. Copies may be obtained by calling the
AICPA Order Department at (800) TO-AICPA or faxing a re
quest to (800) 362-5066.

Health Care Financial Reporting Checklist
The AICPA’s Accounting and Auditing Publications Division has
published a revised version of Checklists a n d Illustrative F in a n cial
S ta tem en ts f o r H ealth C are P ro v id ers (product no. 008709), a
nonauthoritative practice aid for preparers or reviewers of finan
cial statements of health care entities. Copies may be obtained by
calling the AICPA Order Department at (800) TO-AICPA or
faxing a request to (800) 362-5066.

Technical Practice Aids Publication
T echnical P ractice Aids is an AICPA publication that includes ques
tions received by the AICPA’s Technical Hotline on various sub
jects and the service’s response to those questions. Section 6400 of
T echnical P ractice Aids contains questions and answers specifically
pertaining to health care entities. T echnical P ractice Aids is avail
able both as a subscription service (product no. G01013SM) and
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in paperback form (product no. 005056). Copies may be obtained
by calling the AICPA Order Department at (800) TO-AICPA or
faxing a request to (800) 362-5066.

National Health Care Conference
Each summer the AICPA and the Health Care Financial M an
agement Association cosponsor a National Health Care Confer
ence that is specifically designed to update auditors and health
care financial executives on significant accounting, legal, finan
cial, and tax developments affecting the health care industry. In
form ation on the conference m ay be obtained by calling the
AICPA Conferences Division at (201) 938-3556.

Information Sources
The following are publications pertaining to health care industry
trends and statistics that may be of interest to auditors of health
care organizations (see the table entitled “Information Sources”
that follows). The list is not all-inclusive and is presented for in
formational purposes only. It is not to be construed as an en
dorsement of any of the publications or organizations. M any
nongovernment and some government publications and services
involve a charge or membership requirement.
Fax services allow users to follow voice cues and request that se
lected documents be sent by fax machine. Some fax services re
quire the user to call from the handset of the fax machine; others
allow the user to call from any phone. Most fax services offer an
index document, which lists titles and other information describ
ing available documents.
Electronic bulletin board services and web sites allow users to
read, copy, and exchange inform ation electronically. Most are
available using a modem and standard communications software.
Some bulletin board services are also available using one or more
Internet protocols.
Recorded announcements allow users to listen to announcements
about a variety of recent or scheduled actions or meetings.
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All phone numbers listed are voice lines, unless otherwise desig
nated as fax (f) or data (d) lines.
This Audit Risk Alert replaces H ealth Care Industry D evelopm ents
— 1996/97.
Auditors should also be aware of the economic, regulatory, and
professional developments that m ay affect the audits they per
form, as described in A udit Risk A lert — 1997/98.
Copies of AICPA publications referred to in this document may
be obtained by calling the AICPA Order Department at (800)
TO-AICPA or faxing a request to (800) 362-5066. Copies of
FASB and GASB publications referred to in this document may
be obtained directly from the FASB or GASB by calling the
FASB/GASB Order Department at (203) 847-0700, ext. 10.
Copies of federal documents referred to in this document are
available for sale from the Superintendent of Documents, U.S.
Government Printing Office, W ashington, DC 20401; order
desk telephone: (202) 783-3238; FAX: (202) 512-2250.
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Order Department
300 East Lombard Street
Baltimore, MD 21200
Attn: Customer Service
(800) 568-3282

General Information

American Association of Homes Order Department
and Services for the Aging
AAHSA Publications,
(AAHSA)
Dept. 5119
Washington, DC 20061-5119
(301) 490-0677
Center for Health Care
Order Department
Industry Performance Studies
1550 Old Henderson Road,
(CHIPS)
Suite S277
Columbus, OH 43220-3626
(800) 859-2447
American Hospital Association Order Department
(AHA)
PO Box 92683
Chicago, IL 90673-2683
(800) AHA-2626

Health Care Investment
Analysts, Inc. (HCIA)

Organization

Fax-on-Demand
(312) 422-2020

Fax Services

INFORMATION SOURCES

(continued)

Hospital Statistics
National Hospital Panel Survey
Report

Almanac o f Hospital Financial &
Operating Indicators

Comparative Performance o f U.S.
Hospitals: The Sourcebook
Profile o f U.S. Hospitals
Guide to the Managed Care
Industry
Guide to the Nursing Home
Industry
Continuing Care Retirement
Communities: An Industry
in Action

Available Publications

Health Care Financial
Management Association
(HFMA)

Medical Group Management
Association

American Medical Association
(AMA)

Interstudy Publications

Group Health Association of
America, Inc. (GHAA)

Organization

Order Department
1129 20th Street, NW, Ste. 600
Washington, DC 20036
(202) 778-3200
Order Department
2901 Metro Drive, 4th Floor
Minneapolis, MN 55425
(612) 858-9291
Order Department
515 N. State Street
Chicago, IL 60610
(800) 621-8335
Order Department
Denver, CO 80256-0444
(303) 397-7888
Order Department
Two Westbrook Corporate
Center, Suite 700
Westchester, IL 60154
(202) 296-2920

General Information

Competitive Edge Industry Report
for HMOs
Socioeconomics o f the Medical
Practice
Cost Survey
Academic Practice Management
Survey
Health Care Financial
Management (monthly
publication)

Fax-on-Demand
(612) 854-5698
Information-on-Request
Fax Line
(800) 621-8335
Fax-on-Demand
(800) FAX-4MED
Fax-on-Demand
(800) 839-HFMA

HMO Industry Profile

Available Publications

Fax-on-Demand
(202) 331-7487

Fax Services

INFORMATION SOURCES (continued)

Financial Accounting
Standards Board

American Institute of
Certified Public
Accountants

Organization

Fax Services
www.aicpa.org

Web Site Address/
Electronic Bulletin Board

Information about the
AICPA’s continuing pro
fessional education pro
gram is available through
the AICPA Professional
Development Team
[(800)TO-AICPA, menu
item 1].
Order Department
24 Hour Fax on Demand www.fasb.org
P O Box 5116
(203) 847-0700, menu
Norwalk, CT
item 14
06856-5116
(203) 847-0700, ext. 10

Order Department
24 Hour Fax Hotline
Harborside Financial
(201) 938-3787
Center, 201 Plaza Three
Jersey City, NJ
07311-3881
(800) TO-AICPA
or (800) 862-4272

General
Information

INFORMATION SOURCES (continued)

(continued)

Action Alert
Telephone Line
(203) 847-0700 (ext. 444)

Recorded Announcements

General
Information

U.S. Securities and
Exchange Commission

Publications Unit
450 Fifth Street, NW
Washington, DC
20549-0001
(202) 942-4046
SECPublic Reference Room
(202) 942-8079
Office o f Administration
U.S. Office of
Management and Budget Publications Office
Room 2200, New
Executive Office Bldg.
Washington, DC 20503
(202) 395-7332

U.S. General Accounting Superintendent o f
Documents
Office
U.S. Government
Printing Office
Washington, DC
20401-0001
(202) 512-1800
(202) 512-2250 (f)

Organization

Information Line
(202) 395-9068

Information Line
(202) 942-8088, ext 4
(202) 942-7114

Fax Services

www.whitehouse.gov/
WH/EOP/OMB/html/
ombhome.html

www.gao.gov
The Federal Bulletin Board
includes Federal Register
notices and the Code of
Federal Regulations. Users
are expected to open a
deposit account. User assis
tance line: (202) 5121530, (202) 512-1387(d)
Telnet via internet:
federal.bbs.gpo.gov 3001
www.sec.gov

Web Site Address/
Electronic Bulletin Board

INFORMATION SOURCES (continued)
Recorded Announcements
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